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The Valuation of Stock-in-Trade 


The Council of the Institute of Chartered Accountants in England and 
Wales recently published the tenth of a series of Recommendations on 
Accounting Principles, as follows: 

The Council of the Institute of Chartered Accountants makes the following 
further recommendations to its members on certain aspects of the accounts 
of companies engaged in industrial and commercial enterprises. Whilst it is 
fecognised that the form in which accounts are submitted to shareholders is 
(subject to compliance with the Companies Act) a matter within the dis- 
tretion of directors, it is hoped that this recommendation will be helpful to 
members in advising, in appropriate cases, as to what is regarded as the best 
practice. 

X. THE VALUATION OF STOCK-IN TRADE 

No particular basis of valuation is suitable for all types of business but, 
whatever the basis adopted, it should be applied consistently, and the following 
considerations should be borne in mind: 


(A) Stock-in-trade is a current asset held for realisation. In the balance 
sheet it is, therefore, usually shown at the lower of cost or market 
value. 

(B) Profit or loss on trading is the difference between the amount for 
which goods are sold and their cost, including the cost of selling and 
delivery. The ultimate profit or loss on unsold goods is dependent 
upon prices ruling at the date of their disposal, but it is essential that 
provision should be made to cover anticipated losses. 

(C) Inconsistency in method may have a very material effect on the 
valuation of a business based on earning capacity though not necessarily 
of importance in itself at any balance sheet date. 


The following interpretations are placed on the terms “cost” and “market 
Value” : 


(a) “Cost” 

The elements making up cost are: (i) the purchase price of goods, stores 
and, in the case of processed stock, materials used in manufacture; (ii) direct 
expenditure incurred in bringing stock-in-trade to its existing condition and 
beation ; and (iii) indirect or overhead expenditure incidental to the class of 
stock-in-trade concerned. 

Whereas the cost of (i) and (ii) can be ascertained with substantial 
accuracy, (iii)—indirect or overhead expenditure—can only be a matter of 
@lculation. If (iii) is expressed as a percentage df actual production the 
amount added to the stock valuation will fluctuate from one period to another 
“cording to the volume produced. To avoid distortion of revenue results, in 
®me cases indirect or overhead expenditure is eliminated as an element of 
st when valuing stock-in-trade or, alternatively, only that part which repre- 
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sents fixed annual charges is excluded. In other cases, an amount is included 
which is based on the normal production of the unit concerned. 


The following are bases usually adopted in practice for calculating cost: 


(1) “Unit” cost 

Upon this basis, each article, batch or parcel is valued at its individual cost, 

In certain cases, such as bulk stocks, this method is not always capable of 
application and records, including the allocation of expenses, may become 
unduly complicated. Further, it may not be practicabie to apply the method 
to partly processed stocks or finished products where the individual units lose 
their identity. 

(2) “First in, first out” 

This basis assumes that goods sold or consumed were those which had been 
longest on hand and that the quantity held in stock represents the latest 
purchases. 

It has the effect of valuing unsold stock in a reasonably close relation to 
replacement price. In certain manufacturing or producing businesses, how- 
ever, it is difficult to apply accurately through the various stages of manu- 
facture or production. 


(3) “Average” cost 

This basis entails averaging the book value of stock at the commencement 
of a period with the cost of goods added during the period after deducting 
consumption at the average price, the periodical rests for calculating the 
average being as frequent as possible having regard to the nature of the 
business. 

It has the effect of smoothing out distortion of results arising from exces- 
sive, and often fortuitous, fluctuations in purchase price and production costs 
and is particularly suitable to manufacturing businesses where several pro- 
cesses are involved. 

The bases referred to above are founded on the principle that “cost” is an 
historical fact. In some cases, however, their application is unsuitable or 
impracticable owing to the nature of the business and stock-in-trade is taken 
at a cost estimated by one of the following methods. 


(4) “Standard” cost 

This basis entails valuing stock at a pre-determined or budgeted cost per 
unit. It is coming more into use, particularly in manufacturing or processing 
industries where several operations are involved or where goods are produced 
on mass production lines. 


(5) “Adjusted selling price” 

On this basis, an estimated cost is obtained by pricing stock at current selling 
prices and deducting an amount equivalent to the normal profit margin and 
the estimated cost of disposal. 

Other methods of stock valuation are the “base stock” method, which 
retains permanently certain basic stock at a fixed price not exceeding its 
original cost, and that known as “last in, first out,” which is based on the 
principle that profit or loss on trading is the difference between the price at 
which goods are sold and their replacement cost. There is, however, only 
limited application of either of these methods in this country. 


(b) “Market value” 
The expression “market value” is commonly interpreted as either : 


(i) The price at which it is estimated that the stock can be realised either 
in its existing condition or as incorporated in the product normally 
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sold after allowing for all expenditure to be incurred before disposal ; 
or 
(ii) The cost of replacing the stock at the accounting date. 


In considering the merits of these alternative methods, regard must be had 
to the purpose for which stock-in-trade is held, namely, to sell either in its 
existing condition or as incorporated in a manufactured product. The fact 
that at the time of valuation the goods could have been acquired at a sum less 
than their cost only indicates that the expected profit is less than it might 
have been had it been possible to acquire them at the accounting date—a 
possibility which often does not exist in view of the quantity held and of the 
fact that in many cases purchases have to be made for later delivery; the 
circumstance has not caused a trading loss but only indicates that the ultimate 
results under other conditions might have been better. 

On the other hand, if at the time of the valuation it is clear that selling 
prices will not cover cost and expenses yet to be incurred before the goods 
are disposed of, provision is necessary to meet the anticipated loss. 

When estimating the amount of the provision required to cover excess of 
cost over market value, the method employed may be either (i) to consider 
each article in stock separately, (ii) to group articles in categories having 
regard to their similarity or interchangeability, or (iii) to consider the 
aggregate cost of the total stock-in-trade in relation to its aggregate market 
value. 

RECOM MENDATIONS 


It is, therefore, recommended that: 


(1) The basis of valuation for stock-in-trade should normally be the lower 
of cost or market value, calculated as in (2) and (3) below. 

In certain businesses, such as tea or rubber-producing companies and some 
mining companies, there is a general custom to value stocks of products at 
the price subsequently realised less only selling costs. If this basis is adopted, 
the facts should be clearly indicated in the accounts. 

In the case of long-term contracts, the value placed on work-in-progress 
should have regard to the terms and duration of the contracts. If, after 
providing for all known contingencies, credit is taken for part of the ultimate 
profit, this fact should be indicated. 

(2) Cost should be calculated on such a basis as will show a fair view of 
the trend of results of the particular type of business concerned. Indirect or 
overhead expenditure, if included as part of the cost of partly processed or 
finished products, should be restricted to such expenditure as has been 
incurred in bringing the stock-in-trade to its existing condition and location. 

Stocks of by-products, the cost of which is unascertainable, should be valued 
at current selling price (or contracted sale price where applicable) after 
deducting expenses to be incurred before disposal. The cost of the main 
product should be reduced accordingly. 

(3) Market value should be calculated by reference to the price at which 
it is estimated that the stock-in-trade can be realised, either in its existing 
condition or as incorporated in the product normally sold, after allowing for 
expenditure to be incurred before disposal. In estimating this price, regard 
should be had to abnormal and obsolete stocks, the trend of the market and 
the prospects of disposal. 

If the value of stock-in-trade is calculated by reference to replacement cost, 
it should be described in the balance sheet as being “at the lower of cost or 
replacement value,” but in no case should it exceed market value as described 
above. 

(4) For the purpose of estimating the amount of the provision required to 
reduce stock-in-trade below cost, it may properly be valued on the basis of 












304 THE AUSTRALIAN ACCOUNTANT SEPT, 






























































the lower of its aggregate cost or of its aggregate market value. On the . 
other hand, a more prudent and equally proper course is to take each item of \ 
stock (or each category group) and value it on the basis of the lower of its a 
own cost or market value. P 

(5) Where goods have been purchased forward and are not covered by P 
forward sales, provision should be made for the excess, if any, of the purchase 
price over the market value and should be shown as such in the accounts. d 

(Note—Where goods have been sold forward and are not covered by 0 
stocks and forward purchases, provision should be made for the excess, if Ir 
any, of the anticipated cost over sales value.) rt 

(6) Whatever basis is adopted for ascertaining cost or calculating market 
value, it should be such as will not distort the view of the real trend of pt 
trading results and should be applied consistently regardless of the amount T 
of profits available or losses sustained. Any reduction in stock values which di 
exceeds the provisions embodied in the above recommendations is a reserve th 
and should be shown as such in the accounts. co 
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The Valuation of Stock-in-Trade 

THE RECOMMENDATIONS OF THE INSTITUTE OF CHARTERED pr 
ACCOUNTANTS IN ENGLAND AND WALES | 

By A. A. FitTzGERALD sel 

cos 

an: 

The Council of the Institute of Chartered Accountants in England and wh 
Wales has concluded the series of recommendations on published accounts ind 
which it has been making in recent months with a recommendation concerning on 
the basis of valuation of stock-in-trade. last 

The recommendation, which is reproduced at pages 301-4 of this issue, U. 
is extraordinarily interesting, not only because it represents a long overdue lim 
attempt at authoritative clarification of the familiar textbook cliche, “Cost or 
market, whichever is the lower,” but because it challenges directly one popular out 
interpretation of the meaning of that term. 194 

In considering the recommendation, it is important to remember that it is tert 
one of a series intended to “give a lead as to the best practice in the prepara- 
tion of the accounts of industrial and commercial undertakings and to 
emphasise the importance of giving adequate and clear information as to their 
financial position and results.” The whole tenor of the recommendation 1s, 
in fact, dominated by the balance sheet approach rather than by considerations 
of appropriate methods of accounting for stock for cost accounting purposes. 

Thus, stock-in-trade is a “current asset held for realisation’; in valuing A 
stock-in-trade “it is essential that provision should be made for anticipated § ~ - 
losses” ; and “inconsistency in method may have a very material effect on the 
valuation of a business based on earning capacity ... .” 1 

The attitude of a cost accountant would be somewhat different, though not t 
necessarily irreconcilable in the long run with the viewpoint of the auditor 
interested primarily in problems of balance sheet valuation. To the cost ‘ 
accountant, the balance sheet is a by-product of the process of preparing cost s 
and profit statements; balance sheet values are merely costs which have not I 
yet been matched against income. He is not particularly interested in antici- T 
pated (should the expression not be “expected” ?) losses, and inconsistency in - I 
method is of prime importance in so far as it distorts current operating ts 

a 


statements rather than goodwill valuations. 
With such considerations in mind it would be unwise to try to read into 
the recommendation more than it purports to contain and to seek from it 








1 by 
hase 


| by 
s, if 


rket 
1 of 
ount 
hich 
erve 


and 
yunts 
ning 


ssue, 
rdue 
st or 
yular 


it is 
yara- 
d to 
their 
n 15, 
tions 
ses. 
luing 
yated 
n the 


1 not 
ditor 
cost 
- cost 
e not 
ntici- 
cy in 
ating 


| into 
1 ita 


1945 THE AUSTRALIAN ACCOUNTANT 305 


solution to the vexed problems of stock valuation for cost accounting purposes. 
Within its limitations, nevertheless, the recommendation is a fine piece of work 
and it will doubtless exercise a potent influence in improving standards of 
practice in regard to the proper disclosure of vitally important aspects of 
published accounts of industrial and commercial companies. 

In making the recommendation, the council and its committees have evi- 
dently been conscious of the need for flexibility in accounting practices in 
order to meet the individual needs and conditions of different kinds of 
industries, and they have avoided the temptation to seek to apply uniform 
rules to varied cases. 

The general rule for the valuation of stock-in-trade for balance sheet 
purposes is stated, in familiar terms, as “the lower of cost or market value.” 
The room for differing interpretations of these terms to meet diverse con- 
ditions is shown by the range of alternative definitions of “cost.” So far as 
the difficulty of determining production cost is concerned, the council has 
contented itself with drawing attention to customary practices in the inclusion 
of indirect expense as an element of cost and to the desirability of avoiding 
distortion of revenue results tfrough the use of percentages based on actual 
expense and actual production. There is a clear hint in this part of the 
recommendation that the use of expense rates based on normal capacity may 
provide an acceptable solution. 

The recommendation proceeds to examine (without any attempt at final 
selection) the relative advantage of identifiable cost, first-in-first-out, average 
cost and adjusted selling price as methods of determining costs of stock 
unsold or unused at balance date. Standard cost is mentioned as a method 
which “is coming more into use, particularly in manufacturing or processing 
industries where several operations are involved or where goods are produced 
on mass production lines,” but—somewhat surprisingly—the base stock and 
last-in-first-out methods, which have enjoyed considerable popularity in 
U.S.A., particularly amongst cost accountants, are dismissed as having “only 
limited application” in England. 

Further light on the attitude of accountants in England to the last-in-first- 
out method is thrown by an editorial article in The Accountant of June 30, 
1945, in which the last-in-first-out method is deprecated in the following 
terms : 


“.... L.I.F.O. seems to us to be perilously like an attempt to reflect 
things as one would like them to be rather than as they are. In effect it 
charges production with a figure approximating to the cost of replacing 
the goods that production consumes and is not disturbed if, in consequence, 
the balance-sheet carries for ever the cost of the goods purchased on the 
first day when business was opened.” 


And, again, 


“It (L.I.F.O.) seems to be a natural reflection of the facts. What 
merchant would, in physical fact, consciously leave in his storehouse con- 
tinually ageing goods while selling those on which the risk of deterioration 
had not yet fallen? It seems part of the essential order of things that he 
should exhaust his old stock before dealing with that which has been 
subsequently acquired. And, if accounting is not a device for reflecting 
facts, what is it?” 


‘To which an adherent to the L.I.F.O. theory might well be expected to 
reply : 


(a) If accounting is a device for reflecting facts, and facts only, what 
place has provision for expected losses in stock valuation? If this is 
so, cost and nothing else is the only proper basis. 
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(b) In fact, whatever he may desire, a merchant has frequently to sell 
from the top of the container, bin or rack stock which, as a physical 
fact, was placed there long after the bottom layer. 

(c) The adoption of L.I.F.O. for cost accounting purposes does not 
prevent adjustment being made, for balance sheet purposes, to the 
resultant book value of unused stock. In fact, the information value 
of an operating statement might well be improved if this procedure 
were adopted. 


Interesting as are the discussions on cost determination, perhaps even more 
illuminating is the definitign of market value. 


“Market value should be calculated by reference to the price at which 
it is estimated that the stock-in-trade can be realised, either in its existing 
condition or as incorporated in the product normally sold, after allowing 
for expenditure to be incurred before disposal. In estimating this price, 
regard should be had to abnormal and obsolete stocks, the trend of the 
market and the prospects of disposal.” 

This is a particularly welcome disclaimer of the commonly held view that 
market value should be caiculated with reference to replacement price. The 
justification for any departure from the cost basis is the presumed necessity 
for providing for expected losses. But it does not follow that a loss may 
reasonably be expected merely because replacement price has fallen since the 
stock was acquired. It may still be sold at a profit, though that profit may 
be less than was originally contemplated. Questions of expected loss can 
arise only if the expected selling price is lower than cost. 

Finally, in this brief survey of an important document, which should be 
studied in detail by every accountant (and, one would hope, by every director 
also), we should notice two especially important points bearing on the 
description of the asset “stock-in-trade” in published balance sheets. 

Firstly, “if the value of stock-in-trade is calculated by reference to replace- 
ment cost, it should be described in the balance sheet as being at the lower 
of cost or replacement value” (not, it should be noted, “at cost or under” as 
seems to be almost the invariable rule both in England and Australia), and, 
secondly, “any reduction in stock values which exceeds the provisions em- 
bodied in the above recommendations is a reserve and should be shown as 
such in the accounts.” 

The last-mentioned point is a convincing demonstration of the reaction 
against “pretty” balance sheets which has been gathering momentum in recent 
years: it is also one more nail in the coffin of the rapidly dying custom of 
misusing the term “Reserve”—a custom which has obscured the meaning of 
countless balance sheets. 

This recommendation, which was the tenth of a series of Recommendations 
on Accounting Principles issued by the Council of the Institute of Chartered 
Accountants in England and Wales, is said to be, “for the moment, the last” 
of such recommendations. The series has aroused great interest in this 
country, as it has doubtless done in England. It cannot fail to have an 
important influence in the betterment of Australian company balance sheets 
and in strengthening the hands of company auditors in their efforts to 
influence-company directors towards improved forms and practices in report- 
ing to shareholders. In issuing the recommendations, the Council embarked 
on a new venture. It has been most successful and has added materially 
to the already high prestige of the Institute amongst accountants throughout 
the Empire. One would hope that it will not be long before another series 
of recommendations is issued. There is much of this kind of work yet to 
be done. 
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Robert Henry Shackell 
1864 - 1945 


We regret to announce the death of Robert Henry Shackell at his home in 
Melbourne on August 19th, 1945. He was 80 years of age, and until a few 
days before his death maintained an active association with his practice of 
accountancy. 

Mr. Shackell was admitted as an Associate Member of the Incorporated 
Institute of Accountants, Victoria, in 1890 and became a fellow of that 
Institute in 1900. He was one of a small group of men who, early in this 
century, were actively engaged in the task of building a profession of 
accountancy in Australia. He and his fellow workers spared no pains and 
gave freely of their time and energy in promoting this ideal. The magnitude 
of their accomplishment is evident to-day. 

Mr. Shackell served on almost every important administrative committee of 
the Incorporated Institute of Accountants, Victoria, and of its successor— 
the Commonwealth Institute of Accountants. He joined the Council of the 
Incorporated Institute in 1911, and was President in 1916 and 1917. When 
that Institute developed into a Commonwealth body in 1923, Mr. Shackell 
was one of the three members of the Victorian Council elected to represent 
iton the General Council, which he continued to do until 1935. In 1927, he 
became State President of the Victorian Division and in 1933 President of 
the Institute. The full story of his contribution to the development of the 
accountancy profession during his association with the work of the various 
councils of the Institute from 1911 to 1935 would occupy many pages. Special 
reference should be made, however, to his activities on the Board of 
Examiners and as Honorary Treasurer of the Institute. As member of the 
Board from 1916 to 1935, and Chairman for fifteen years, he rendered 
notable services to the profession during a period in which the distinctive 
educational policy of this Institute was moulded and crystallised. He brought 
to this task a sound knowledge of accountancy and a sympathetic interest in 
the problems of students. His other outstanding contribution was made as 
Treasurer of the Institute during the years 1923-1932 and 1934-1935, laying 
aside the task in 1933 only to assume the onerous duties of President. Many 
and varied were the financial problems facing the Institute in, its formative 
years. That these problems were overcome and that the Institute to-day is 
established on a sound financial basis may be regarded as a monument to the 
zeal and wisdom of Mr. Shackell. 

As a token of esteem, and in recognition of his many valuable contri- 
butions to the profession of accountancy, and to this Institute in particular, 
the General Council was pleased in 1940 to confer on Mr. Shackell the 
distinction of a life member of the Institute. 

His personal qualities were no less admirable than his achievements. 
Kindliness, tolerance and patience were his unfailing characteristics. He 
will be sadly missed by his many friends in the accountancy profession and in 
other fields in which he rendered sterling service. 
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Commonwealth Income Tax—Section 107 Profits 
RECOVERY OF PROFITS CREDITED TO AN ASSET ACCOUNT 


By G. J. DINGLE, F.c.A. (AUST.) 


The rulings issued by the Commissioner in the November, 1944, issue of 
The Australian Accountant have been of great assistance to private com- 
panies in making calculations of profits that are available for distribution in 
the form of dividends that will be rebateable in the shareholders’ hands under 
Section 107. 

Taxpayers welcome the Commissioner’s statement that he is anxious to 
facilitate the granting of the rebate under Section 107 and avoid double 
taxation in those cases where the company has endeavoured to make the 
distribution in conformity with the provisions of Section 107. 

In such a complex subject it is inevitable that some problems remain 
despite the Commissioner’s detailed statement. 

One of the problems is a claim by some taxpayers that the Commissioner's 
rulings do not go far enough on the availability of profits previously credited 
against an asset account. 

The following extract from the Commissioner’s ruling deals with this 
matter : 

If the amounts of depreciation written off each year by the directors 
represented the actual depreciation which the directors were satisfied 
should, each year, have been charged against the income of that year 
before arriving at the net profit of the year, then any excess of those 
amounts (including depreciation on land, buildings, trade marks, good- 
will, etc., not depreciable for income tax purposes) over the departmental 
allowance for depreciation is not now available for distribution as profits 
of the years concerned. The real effect of the company’s action is to 
write up the value of the assets concerned and any distribution made 
out of the alleged “taxed profits” is in fact a distribution out of the 
profits arising from the increased value attributed to the assets. 

However, the position might be different if the company could demon- 
strate that the directors had each year decided upon the correct amount 
of depreciation (including depreciation on assets not depreciable as men- 
tioned in the previous paragraph) to charge against income, and then 
deliberately increased the amount for the purpose of creating a reserve. 
It might be possible, under those circumstances, to argue that the amount 
by which the actual depreciation had been deliberately increased was still 
available for distribution. Such a contention, however, will only be 
accepted on the very clearest evidence in the form of specific minutes or 
other documents passed or prepared at the relevant date establishing 
that, in fact, this had been done. 

In my opinion the Commissioner is in error in insisting on the requirement 
of prior knowledge and I suggest that a company faced with a position where 
an asset has been written down by excessive depreciation, may, if it so wishes, 
do one of two things, viz.: 

(a) write back the excess depreciation and thereby show in a different 
account the old profit which was previously written off the asset 
account ; or 

(b) revalue the asset and show a new profit arising from revaluation. 

If the company choses to do one of these two things, then the one it does 
is the one it says it does, at the time it does so. 

Is this any different from saying that a particular single note played on a 





e of 
-om- 
n in 
nder 


S to 
uble 
the 


nain 


1er’s 
lited 


this 


tors 
fied 
year 
10Se 
0d- 
ntal 
fits 
5 to 
ade 
the 


10n- 
unt 
1en- 
hen 
rve, 
unt 
still 

be 
> or 
Ling 


rent 
ere 
hes, 


ent 


1945 THE AUSTRALIAN ACCOUNTANT 309 


piano, not being part of a piece in a particular key, is either C sharp or 
D flat according to what the person playing it says it is? 

Or is it any different from declaring dividends out of particular profits 
when such profits are not necessarily recorded and segregated in separate 
ledger accounts, such as profits of a particular year, from a particular type 
of investment, or from a particular geographical source? 

The decision in Stapley v. Read Bros. Ltd., 1924, 1 Ch. 1, lays down 
quite clearly that profits previously appropriated to write down an asset may 
be written back to the extent that the writing down was in excess of actual 
depreciation, and that the result of such deliberate writing back is to make 
available the original profits and not a new profit. 

Some difficulty has arisen in reconciling this with cases considered by the 
courts in relation to bonus share distributions, where the point was not 
seriously argued because it was accepted by both parties in these cases that 
a new profit had arisen from a revaluation of capital assets. See Baldock v. 
F.C. of T. (1941), 2 A.1.T.R. 226, and C. of T. (N.S.W.) v. Henry (1941), 
2 A.I.T.R. 216. 

[ submit that this particular difficulty can be resolved by saying that it 
depends on what was done in each case. What were the terms of the 
resolutions? If the company resolved that the amount previously written 
off now be written back, then it is the old profit that is written back. On the 
other hand, if the resolution is that the asset be revalued at £x and the credit 
arising from such revaluation be dealt with in a certain manner, then it is 
not the old profit, but a new profit that arises from a revaluation. 

On this particular point I find myself unable to agree with the opinions 
expressed by Mr. J. A. L. Gunn at the end of paragraph [469] of Com- 
monwealth Income Tax Law and Practice. In Henry’s case the company 
revalued the asset and, thereby created a new profit, whereas in Stapley v. 
Read the company wrote back the depreciation, that is, wrote back the old 
profit. 

The Commissioner in his published statement agrees that there may be 
circumstances where the old profit is written back. But he wants to impose 
a condition that the excess depreciation must be shown to have been known 
to be excessive at the time it was written off. 

Stapley v. Read does mention the amount of the depreciation written off 
as has proved to have been in excess of proper requirements, but certainly 
does not require knowledge of the excess at the time of the writing off. 
As depreciation itself is at best an estimate, I submit that the excess can only 
be determined by some more definite knowledge arising after the event. 

From an accounting viewpoint I suggest that neither the revaluation of 
the asset nor the writing back of depreciation involves a reopening of any 
prior years’ balance sheets, but on the contrary both methods result in the 
making of deliberate adjustments in the current balance sheet. For this 
reason a clause in the Articles of Association deeming accounts to be con- 
clusive after a prescribed period does not ‘prevent the adoption of either 
method. 





International Trade and Double Taxation 
By J. A. L. Gunn, F.1.c.A. 


It was recently reported in the daily press that the Commissioner of 
Taxation intends visiting England on a special mission. It was stated that 
the principal task will be to study the operations of double taxation of 
companies with affiliation in both Britain and Australia. 

The present position concerning double taxation on profits derived from 
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international trade is most unsatisfactory and Australians who are interested 
in this subject wish Mr. Jackson’s mission every success. 

Where income is derived in one country by a person who resides in another 
country difficulties will inevitably arise out of attempts by both countries to 
levy tax on the same income. 

Each country could, of course, impose income tax without any regard to 
the tax levied by the other. This system would have the virtue of simplicity, 
but, being an offence against natural justice, could not prevail. 

Justice demands that one country should recognize the tax imposed by the 
other, but what is the most equitable way of giving practical effect to that 
recognition? The first problem that arises is—which country should have the 
primary right to tax income derived by a resident of one country from a 
source in another country? In my opinion, that primary right belongs to the 
country of source, and that it is the duty of the country of residence to grant 
the appropriate relief to prevent double taxation. 

The next problem is—what is the most equitable method of granting such 
relief? The ideal system would be for the country of residence to grant a 
deduction from the tax imposed by it of a sum equal to the tax levied by the 
country of source, but not exceeding the amount of. tax imposed by the 
country of residence. 


Example 1 

A taxpayer who lives in Ruritania derives the whole of his income from 
Carpathia. His income is £2,000, and the progressive rates applicable thereto 
are: Ruritania 10/- in £; Carpathia 8/- in £. Applying the foregoing prin- 
ciples the taxes payable would be: 


To Ruritania— 
£2,000 at 10/- in Zé . ule te ae ee ae we ee: Se 


Deduct prior tax levied at source— 


ES 800 


To Carpathia 
£2,000 at 8/- in Zé .. 


Total of both taxes .. 


Example 2 
Assume the same set of facts except that the appropriate rates of tax are 
Ruritania 10/-, Carpathia 12/-. 
To Ruritania— 
£2,000 at 10/-inZ#.. .. eee eee es 
Deduct prior tax levied at source, , £2,000 at 12/-, 
£1,200—limited to tax levied by Ruritania .. .. 1,000 


Nil 


To Carpathia 
I ONE oat sin eieek ee. tread Se we 0% deere: See 


Pn Ge I NG i os cs ok oe 6s 3a aa oe aw ee 


It will be seen from the above examples that the taxpayer pays in all a 
sum equal to the tax levied by the country of source or the country of 


residence, whichever is the greater of the two taxes. 
A simpler solution would be for the country of residence, Ruritania, to 
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refrain from taxing ex-Ruritanian income where that income is taxed by 
the country of source, Carpathia. But this method is not equitable. Ruritania 
provides its inhabitants with protection, bread and circuses, and it is just that 
its inhabitants who derive the same amount of income should pay the same 
amount of tax. Thus, in the first of the above examples, the taxpayer should 
pay £200 to Ruritania, thus bringing his total burden to £1,000, being the 
amount of tax which a Ruritanian resident would pay on an income of £2,000 
derived wholy in Ruritania. 

The above principle is embodied in paragraph 379 of the Report of the 
Royal Commission on Taxation, 1934, which recommends, inter alia: 


(1) That the Commonwealth Income Tax Assessment Act be amended 
to provide that income derived by a resident of Australia from ex- 
Australian sources shall be included with his other income and taxed 
at the appropriate rate subject to a rebate for tax paid elsewhere at 
the rate paid abroad, or at the Commonwealth rate applicable to his 
total income, whichever is the lesser. 


In applying the above or any.other principle to the world of practical 
affairs, other considerations arise such as the power to impose a tax, the 
ability to collect a tax lawfully imposed, the identification of doubly taxed 
income, the measurement of the rebate where currencies fluctuate, trade 
policies, etc. In other words, equity must meet the rival claims of ability, 
simplicity and expediency. 

Further, in the above-mentioned examples it was assumed that the income 
was derived exclusively in one country. However, it is frequently found as 
a fact that the income is derived from two countries, and a just apportion- 
ment of the income between the two sources may present difficulties which 
can only be overcome by some arbitrary method. 

In the following notes it is proposed to summarise the present Common- 


wealth income tax law relating to profits on goods imported into, and goods 
exported from, Australia and other classes of income exposed to double 
taxation. 


Imports into Australia 


Trade with Australia. A non-resident trader is not taxed merely because 
he sells goods to a resident of Australia, e.g., where he merely executes orders 
sent to him and where those orders arise from indirect advertisements or 
direct circulars, etc., and not through the establishment by the vendor of a 
branch or agency in Australia. “Many merchants and manufacturers export 
their goods to all parts of the world, yet I do not suppose that anyone would 
dream of saying that they carried on trade in every country in which their 
goods found customers,” per Lord Herschell in Grainger and Son v. Gough 
[1896] A.C. 325; Report of Royal Commission on Taxation, paragraphs 
392-394. 

Trade in Australia. Where a person sells goods by means of anything 
done by himself in Australia, or by means of an agent or representative in 
Australia, and the goods are in Australia or are to be brought into Australia, 
that person is deemed to have sold the goods in Australia. A sale is deemed 
to be made by means of a person or of something done when such person or 
thing done is instrumental in bringing about the sale. (S. 41.) Thus, where 
the vendor himself or his representative, whether resident or transient, does 
something whilst physically present in Australia which is instrumental in 
bringing about a sale, the profit (or some portion of it) attracts Common- 
wealth income tax. To take an extreme case, where a transient repre- 
sentative in Australia shows samples and quotes prices but does not receive 
orders, which must be sent to his principal direct for acceptance, the sale is 
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deemed, under s. 41, to be made in Australia, even though acceptance, delivery 
and payment all take place without Australia. 

Trade in Australia by manufacture. Where, in the above circumstances, 
goods are sold by the manufacturer of the goods, the quantum of profit 
deemed to be derived in Australia is ascertained by deducting from the sale 
price of the goods the following sums: (a) the wholesale price of the goods 
in the country of manufacture at the time of export; (b) the expenses 
incurred in transporting the goods to, and selling them in, Australia. (S. 38.) 
Thus, the total profit is divided into two classes: (i) the manufacturing profit 
(being the difference between actual cost and the wholesale price in the 
country of origin), and (ii) the selling profit (being the difference between 
the actual sale price in Australia and the above-mentioned wholesale price 
plus transportation and selling expenses). Only the selling profit, if any, 
is subject to Commonwealth income tax. 

It is frequently found, in practice, that the wholesale price in the country 
of origin plus transportation and selling expenses exceeds the actual sale 
price and that the Commonwealth gains relatively very little in tax under 
s. 38. It should be observed that the resultant “loss” is not deductible from 
other income such as royalties and dividends derived by the manufacturer in 
Australia. 

Trade in Australia by merchant. Where goods are sold in Australia by a 
person who is not the manufacturer of the goods, the profit deemed to be 
derived in Australia is calculated with reference to actual cost to the merchant. 
(S. 39.) 

Exports from Australia 


When Australian products are bought in Australia by or on behalf of a 
person whose business is controlled outside Australia, and are exported for 


sale outside Australia in the form in which they were bought, no part of the 
profits, if any, resulting from the transaction is subject to Commonwealth 
income tax. 

If, however, goods have been manufactured in Australia, or bought goods 
have been subjected to processes, etc., by the purchaser prior to export, the 
total profit, if any, may require to be apportioned between sources in Australia 
and sources without Australia. Section 42 deals with these classes of trans- 
actions. That section provides no set formula for the apportionment of 
profits on exports between Australian and ex-Australian sources. It leaves 
the question to be decided by the Commissioner on the facts of each particular 
case. This is in accordance with the recommendations of the Royal Com- 
mission on Taxation which, after considering (a) the F.O.B. basis (profit 
calculated with reference to the home consumption value at time of export), 
(b) an arbitrary apportionment (e.g., two-thirds to country of manufacture 
and one-third to country of sale), and (c) an apportionment on the ratio of 
the expenses incurred upon each operation, reached the conclusion that none 
of these three methods could be adopted for use in all cases. 

Section 43 has only limited application. On the principle that mere buying 
does not result in an enhancement of value (D. & W. Murray Ltd. v. C. of T. 
(1929), 42 C.L.R. 332), overseas buyers of wool, etc., are not liable to 
Commonwealth income tax where the goods are exported in the form in which 
they were bought. On the other hand, residents of Australia are assessable 
in respect of income derived from both Australian and ex-Australian sources 
(s.25(1)(b)) unless the ex-Australian income is not exempt from income 
tax in the country where it is derived (s. 23(q)). In the case of an Australian 
exporter of raw materials, no portion of the total profit is normally subject 
to tax in the country of sale; consequently there is no need to make an 
apportionment between Australian and ex-Australian sources, as, in the above 
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circumstances, the whole of such profit, wherever derived, is subject to 
Commonwealth income tax. The need for apportionment may, however, 
arise where an Australian manufacturer maintains a sales branch in another 
country, or obtains orders by means of a representative in another country, 
e.g., New Zealand, which also-employs the test of “instrumentality.” 


Rebate of Tax by Country of Residence in Respect of Tax Levied 
by Country of Source 

Where income is derived by a resident of England from sources in 
Australia, both England and Australia tax the same income. England, how- 
ever, grants a rebate in respect of the Commonwealth tax, but limited to one- 
half the English standard rate of tax. The Commonwealth grants (s. 159) a 
complementary rebate in cases where the Commonwealth rate is more than 
one-half the English rate— 

(a) Where the Commonwealth rate is not greater than the English rate: 


. English rate 
Commonwealth rate — —-—,——— 


~~ 


(b) Where the Commonwealth rate is greater than the English rate: 
English rate 
2 
Examples Illustrating (a) Illustrating (b) 


ee 10s. 10s. 


Commonwealth rate .. .. .. .. .. .. S. 12s. 
Total taxes without rebates 


English rebate 


Commonwealth rebate . . 


Total rebates 
Total net taxes paid after rebates 


So far as the taxpayer is concerned he finally bears in tax a sum correspond- 
ing to the amount of tax levied by the country of residence as in (a), except 
where the tax imposed by the country of source exceeds the tax imposed by 
the country of residence. In the latter case his burden equals the tax imposed 
by the country of source, as in (b). Whilst the individual taxpayer is not 
affected, the whole of the rebate should, in the above circumstances, be granted 
by England in accordance with the principle that the primary right to tax 
belongs to the country of source, Australia. 

In 1930, the Commonwealth, for the first time, imposed tax on income 
derived by a resident of Australia from ex-Australian sources. Where, how- 
ever, such ex-Australian income was not exempt from income tax in the 
country in which it was derived, it was declared to be exempt from Common- 
wealth income tax. Thus, if English income were taxed in England, it was 
free from Commonwealth income tax whatever the rate of English income 
tax might be. 

In 1941, ex-Australian dividends derived by a resident of Australia were 
declared to be subject to Commonwealth income tax irrespective of whether 
or not tax was imposed by the country of source. Later, taxpayers were 
granted a deduction from their assessable income (not a rebate of tax) of 
ex-Australian taxes paid by them on ex-Australian dividends. 

The absurdity of the present Commonwealth provisions is illustrated by 
the following examples : 
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A, B, and C, who are residents of Australia, each derive an income of 
£2,000, the appropriate Commonwealth rate of tax being 12/- in £ on £2,000, 
and 6/- in £ on £600. A’s income consists of dividends and interest derived 
from Australian sources. B’s income is derived from interest subject to 
Ruritanian income tax, the rate being 5/- in £. C’s income consists of divi- 
dends derived from Carpathia, the Carpathian rate imposed thereon being 
14/- in £. 

A B C 
IR in id he aie ae ee | £2,000 £2,000 
Ex-Australian taxes .. .. .. .... Nil 500 1,400 





£2,000 £1,500 £600 





Commonwealth income tax: 
£2,000 at, say, 12/- in £°.. .. 1,200 
Exempt under s.23(q) .. .. .. Nil 
Assessable income .. .. £2,000 
Less Carpathian tax .. 1,400 


£600 


£600 at 6/- in £ 





Residue in hands of taxpayer 


If taxed in accordance with the 
above - meritioned principle the 
residue would have been. .. .. £800 





Where Trade Carried on in Australia by Means of Subsidiary 
Company 


Where an English company operates in Australia by means of a branch 
which manufactures and sells foods in Australia, the branch profits are taxed 
by England and the Commonwealth, but, as previously explained, Dominion 
income tax relief is granted by England, and a rebate is granted by the 
Commonwealth under s. 159, with the result that, in theory at least, the final 
tax borne is the higher of the two taxes. 

Where an English company owns shares in an Australian company and 
English income tax is limited to dividends received by the English company 
from the Australian company, the recipient is entitled to Dominion income 
tax relief up to half the English rate and is also entitled to Commonwealth 
rebate under s. 159. 

Where an English company is liable to English tax on the whole of the 
profits of an Australian subsidiary company, the reliefs designed to prevent 
double taxation are incomplete. Australia taxes the subsidiary company on 
its profits. England taxes the holding company on the Australian profits 
derived by its subsidiary. The Commonwealth refuses to grant the rebate 
provided by s. 159 because the subsidiary company, itself, is not taxed by 
England. Thus, a non-private subsidiary is liable to Commonwealth ordinary 
income tax, super tax or war-time (company) tax,.and tax on undistributed 
income, without rebate. Further, the holding company is liable to Common- 
wealth income tax at 6/- in £ on any dividends received by it from its 
Australian subsidiary. The English company is liable to English excess 
profits tax on the profits of its Australian subsidiary, but a deduction is 
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allowed of any Australign taxes paid on those profits. The English company 
is also liable to English income tax on the balance of the profits not subject 
to excess profits tax, and is granted Dominion income tax relief up to half 
the English rate of tax. 

It will be seen from the above summary that where an English company 
operates in Australia by means of a branch it pays less in Commonwealth 
income tax than if it operated by means of a subsidiary company, because in 
the latter event no rebate is granted under s. 159 in respect of the doubly 
taxed profits. 

The recent Double Taxation Treaty between England and the United States 
covers all income liable to tax in both countries. In his recent budget speech 
the former Chancellor, Sir John Anderson, explained that as regards trading 
profits generally, the treaty adopts the system of crediting the foreign tax 
against the home tax. 

The United States already has this system in force for its own trading 
concerns, and England will now adopt the same principle and will allow the 
United States tax paid on profits made in the United States to be credited 
against the English tax payable on the same profits. In other words, the 
principle stated at the beginning of these notes has been adopted by England 
in regard to trading profits derived by its residents from sources in the 
United States; viz., England, the country of residence, will grant the whole 
of the rebate necessary to prevent double taxation on profits derived in the 
United States, the country of source. 

It is submitted that the same course should be followed in relation to profits 
derived in Australia, whether so derived by means of a branch or a subsidiary. 
Accordingly s. 159 should be deleted from the Commonwealth Act, with the 
result that no rebate will be granted by Australia in respect of income derived 
in Australia. In its Excess Profits Tax assessments against companies 
England should grant a rebate of Commonwealth War-time (Company) Tax 
or Super-tax payable on the Australian profits. In its assessments of ordinary 
English income tax, a full rebate up to the English rate (not limited to half 
the English rate as at present) should be granted in respect of Common- 
wealth ordinary income tax and tax on undistributed income, together with 
any tax levied on dividends paid out of Australian profits. If, however, 
s. 159 is retained on the grounds of expediency, it should be amended so as 
to apply to profits taxed by the Commonwealth in the hands of the subsidiary 
and by England in the hands of the holding company. That is to say, these 
profits should be rebated as if they had been derived by a branch in Australia 
of the English company. 


Dividends 


Sir John Anderson explained that prior to the Double Taxation Treaty, 
dividends flowing from the United States to England were subject to a 
U.S.A. Withholding Tax of 30 per cent., and English tax was then levied in 
full on the balance of 70 per cent. that remained. Under the treaty the rate 
of Withholding Tax is to be reduced from 30 per cent. to 15 per cent. in the 
ordinary case, and to 5 per cent. in the case of dividends received by an 
English company from a (95 per cent.) subsidiary in the United States. 
Tax withheld by the United States under this arrangement will in future be 
set against the English tax otherwise payable, as in the case of trading profits. 
Furthermore, this set-off will extend also in the case of ordinary dividends 
to the tax paid by the United States corporation, which is generally at the 
tate of 40 per cent. on the profits out of which the dividend is paid. 

Here again, the principle that the primary right to tax belongs to the 
country of source has been adopted, but in this case the United States, the 
country of source, has made a handsome gesture by reducing its rate of tax 
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on dividend. Thus, although England, the country of residence, will grant a 
full rebate of tax in respect of the United States tax, the rebate will be 
reduced by the corresponding reduction in the United States tax. 

As previously stated, the above principle should be adopted in Australia in 
respect of ex-Australian dividends derived by residents in common with other 
classes of property income such as rents, royalties and interest derived from 
abroad. It should be observed that no rebate is now granted under the 
‘Commonwealth Act to shareholders in respect of taxes paid by companies 
out. of which dividends are paid, so that no rebate could be allowed in respect 
of ex-Australian company tax, i.e., in addition to ex-Australian tax imposed 
on dividends unless a corresponding rebate were restored in respect of Com- 
monwealth tax levied on Australian profits derived by companies. 


English dividends derived by residents of Australia are taxed on the net 
amount actually paid by the company to the taxpayer, and not on an amount 
increased by an addition thereto in respect of English income tax (Jolly v. 
F.C. of T. (1934) 50 C.L.R. 131). The net amount so received must be 
translated into Australian currency (s.20). The result of taxing the net 
dividend is the same as taxing the gross dividend and allowing a deduction 
from the assessable income of ex-Australian tax paid during the year of 
income. As previously explained, this is the present position under the 
Commonwealth law. It is submitted, however, that the recognition by the 
country of residence of tax imposed by the country of source should not be 
by way of deduction from the assessable income, but should be by way of 
rebate of tax, i.e., the foreign tax should be deducted from the home tax. 
The following examples illustrate the present law and the suggested rebate: 























Present law: 


Gross dividend . - 
Deduction at the : source in respect of English i income 


WE as 


£ Aust. 1,000 












Net dividend received from England by resident of 
Australia .. oo 






£Aust. 5 


Commonwealth income tax payable— 


£500 at 6/8 in Zé .. 










Suggested rebate: 
Commonwealth income tax on gross dividend— 


£ Aust. 1,000 at 9/- in £.. . . £450 
Rebate in respect of English tax—£500 limited to Common- 


wealth tax .. 











Commonwealth income tax payable .. .. .. .. «2... «ee. Nil 











N.B.—The English tax deducted at the source may be reduced when the 
taxpayer’s actual assessment is issued because of personal reliefs, etc. Again, 
it may be increased because of sur-tax. The suggested Commonwealth rebate 
would be calculated with reference to the English tax actually found to be 
payable. These and many other cqmplexities prompted the framers of the 
1936 legislation to exempt ex-Australian dividends. As previously stated, 
that exemption was withdrawn in 1941. If equity has to give way to 
expediency, the previous exemption should be restored, rather than the 
present system should be continued. 
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Shipping and Air Transport 


The Double Taxation Treaty confirms the previous arrangement between 
England and U.S.A. for the relief of shipping profits and extends it to 
include the profits on air transport, which, like shipping profits, will in future 
be taxed solely by the country in which the company conducting the air 
transport belongs. 

In the case of an owner or charterer of oversea ships, the Commonwealth 
Act imposes tax on an arbitrary taxable income equal to 5 per cent. of 
outward freight and passage money. This modest tax has the virtues of 
simplicity and expediency and there seems to be no good reason for making 
any alteration, particularly in a case where the actual allocation of profits is 
a matter of extreme difficulty. 


Interest and Royalties 


The Double Taxation Treaty also covers interest and royalties derived by 
residents of the United Kingdom from U.S.A. and vice versa. Provision is 
made on a reciprocal basis for complete exemption from tax in the country 
from which the interest and royalties are derived in those cases in which the 
recipient is not trading in that country. This astonishing arrangement is a 
complete negation of the ‘principle that the primary right to tax belongs to 
the country of source. On the contrary, it confers on the country of residence 
the sole right to tax. To grant such a right to the creditor nation could only 
be justified on the principle laid down by Miss Daisy Jerome in her song 
“The rich grow richer and the poor have children.” 

In justification, the Chancellor explained that, so far as interest is con- 
cerned, many British Government securities already carry English tax exemp- 
tion where the interest flows to non-residents. But this is surely based on 
expediency born of desperation. During the last Great War, England, then 
in desperate need of funds, offered non-residents tax exemption if they 
invested in specified war loans. Surely the brave new world does not require 
the abrogration of just principles. In the case of two great creditor nations, 
the taxes foregone might cancel out, but such a system would operate most 
unfairly in the case of a debtor nation, such as Australia. 

The exemption by the country of source in respect of royalties includes 
literary, as well as industrial, royalties. The exemption from United King- 
dom tax also applies to royalties received by British film producers for the 
exhibition of their films in the United States, thus bringing American taxation 
of films into line with the existing treatment of foreign films exhibited in 
England. In Australa, foreign film producers are taxed on a taxable income 
equal to 10 per cent. of the gross income (s. 138). There would seem to be 
no good reason for disturbing this tax. 

Sir John Anderson, in his budget speech, said that the provisions to be 
included in the Finance Rill would be wide enough not qnly to give statutory 
effect to the United States treaties but to enable similar agreements to be 
concluded with other countries. He went on to say: “First and foremost, we 
desire to come to arrangements with the Dominions which, in place of the 
existing partial relief, will give complete relief from double taxation within 
the Empire. We have already informed the Dominions of the general sense 
ot our agreement with the United States, and I hope, in the course of the 
summer, we may be able to open discussions with them with the object of 
adjusting and exchanging measures of relief with effect from the beginning 
of the present income tax year.” 
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Refresher Courses for Ex-Servicemen 


A plan to provide a practical and comprehensive refresher course for those 
about to be discharged from the forces has been prepared by the several 
Institutes whose titles are subscribed hereto. 

In general, the scheme is intended to provide for the needs of the man who 
has passed his examinations rather than to assist the youth who has not 
qualified. It was considered that the latter is well catered for by the tutorial 
colleges, the private coaches and the Department of Post-war Reconstruction. 
However, the man who has passed his examinations is in a different category 
and he requires some facilities to bring his knowledge up to date. It is with 
the object of assisting him that the Institutes have agreed to combine in a 
joint effort to produce (with the assistance of the Department of Post-war 
Reconstruction) a series of printed treatises which will comprise the complete 
refresher course. 

The course will include treatises on the following subjects, and any changes 
in the law since 1939 will be highlighted by the authors. 


Accounting Principles. 
Classification of Accounts in relation to the planning of Accounting 
Systems. 
Financial and Operating Statements as an aid to Management. 
Analysis and Interpretation of Financial and Operating Statements. 
Company Accounts—Holding and Subsidiary Companies—Form and con- 
tent of Published Accounts. 
Cost Accounting and Budgeting Control. 
Statistical Method as applied to Accounting Reports. 
Mechanised Accounting. 
Income Tax Law and Practice. 
Company Law and Secretarial Practice. 
Auditing Procedure. 
National Security Regulations such as— 
(a) Controls over Labour and Materials. 
(b) Prices Control. (e) Rationing. 
(c) Capital Issues. (f) Landlord and Tenant. 
(d) Banking. (g) Cash Order and Hire Purchase. 


Selected authors, who are authorities on their respective subjects, have 
been briefed and as soon as their manuscript is available it will be handed 
over to the Department for printing and binding into standard size pamphlets. 
These will be available to the servicemen at pre-discharge points in the 
Navy, Army and Air Force and will also be obtainable at the offices of the 
participating Institutes. 

The responsibility and cost of the work up to the point where the edited 
manuscripts are handed over to the Department for printing will be borne by 
the Institutes. The heipful manner of the authors and their willingness to 
assist has been a feature of the scheme and is appreciated by the sponsoring 


Institutes. 





The Institute of Chartered Accountants in Australia. 
Commonwealth Institute of Accountants. 

Federal Institute of Accountants. 

Association of Accountants of Australia. 
Australasian Institute of Cost Accosintants. 
Chartered Institute of Secretaries. 
Australasian Institute of Secretaries. 
Incorporated Institute of Secretaries. 
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Taxation Section 
Edited by J. A. L. GuNN, F.1.c.a. 


PAYMENT TO RETIRING DIRECTOR 


Owing to differences which arose between H. and P., the two directors of 
the appellant company, P. handed in a letter of resignation, adding: “Unless 
I hear that you want to take over my connection I shall make other arrange- 
ments in regard to it.” H. was advised that P. had no rights over the 
business connection which he had brought in on becoming a director, but, 
being anxious for business reasons that P. should not leave the company 
under a sense of grievance, H. asked P. what he wanted. P. asked for £600 
and, before his resignation took effect, drew up the following minute, which 
was signed by H. and P.: “It was agreed that the company purchase Mr. 
P.’s assets and the sum agreed upon was £450 plus the cancellation of the 
debt of £150 now appearing as a debt in the balance’ sheet against him.” The 
company claimed a deduction of the £600 on the ground that, in reality, that 
sum was paid to placate P. and to keep the company from being injured by 
him. Held that it was a fair construction of the minute that the only effective 
thing done by the agreement was to put P. under an obligation not to set up 
business in competition with the company, and that the deduction claimed 
was accordingly inadmissible. Deverell Gibson & Hoare Ltd. v. Rees (1943), 
25 Tax Cas. 467. 

PAYMENTS UNDER PROFIT-SHARING AGREEMENT BETWEEN Two 
CoMPANIES 

Two companies entered into an agreement whereby their net profits were 
to be added together and shared between them as to 60 per cent. to the 
taxpayer company and 40 per cent. to the second company. If payments by 
the taxpayer company under the agreement could be regarded as “dividends” 
it was entitled under the English Act to deduct tax therefrom and retain the 
tax so deducted; otherwise the tax deducted was payable to the Crown. 
Held that the payments were dividends. Utol v. I.R. Comrs. (1943), 25 Tax 
Cas. 517. 

In the above case the majority decision of the House of Lords in Last v. 
London Assurance Corp. (1885), 2 Tax Cas. 100, was applied. In that case 
it was held that the word “dividend” in the relevant English Statute included 
profits to be divided between those who claimed by contract as well as those 
who claimed as shareholders (at p. 124). Under the Commonwealth Act, 
S. 6, “dividend” is restricted to distributions made by a company “to its 
shareholders.” 


PAYMENT MADE TO SECURE RETIREMENT OF DiRECTOR OF COMPANY 


The two directors of the taxpayer company, between whom the control of 
the company was equally shared, were unable to agree, and it was arranged 
that one of them should leave the business, upon certain conditions, including 
the payment of £882 which was regarded as the price of his retirement. 
Held (applying W. Nevill & Co. Ltd. v. F.C. of T. (1937), 1 A.1.T.R. 67) 
that the sum so paid was expenditure incurred for the more efficient conduct 
of the business and was an allowable deduction (10 C.T.B.R. Cas. 73). 

“A similar issue arose in W. Nevill & Co. Ltd. v. F.C. of T. (1937), 1 
A.L.T.R. 67, and McTiernan, J., said ‘that the expenditure was incurred to 
adapt the managerial part of the company’s organisation for making profits 
to conditions affecting its business, and as such was incidental to its income- 
tarning activities.’ As the relevant provisions of S. 23(1) (a) of the previous 
Act are not materially different from those of S. 51(1), the above-quoted 
tfmarks in relation to a claim under the former provisions are equally 
applicable to a similar claim made under the latter.” 
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Amount Paip IN INSTALMENTS TO MANAGING DIRECTOR 
ON ENFORCED RETIREMENT 
















































The taxpayer, who was managing director of a subsidiary of an English 
company, was dismissed without notice. He was paid £1,600 by four equal ved 
instalments on condition that he surrendered any rights he might have against ~~ 
the parent or subsidiary company. It was admitted that, as the total amount 9° 
had not been paid in a lump sum, S. 26(d) did not apply. Three instalments ”- 
received during the income year were assessed in full under S. 26(e). Held 
(following Scott v. C. of T. (N.S.W.) (1935), 35 N.S.W.S.R. 215) that Ii 
the instalments received were not assessable (10 C.T.B.R. Cas. 117). doce 

nd 
PENAL PROVISIONS AND PROSECUTIONS ‘ v 

The following points emerge from the judgment of Williams, J., in The § not: 
King and F.C. of T. v. McStay (1945), 3 A.IL.T.R. (not yet published) : I 

(a) The declaration in a prosecution should contain only the material facts ff % 2 
on which the prosecutor relies to support his claim and not the evidence by J due 
which they are to be proved. $. 2 

(b) Section 243 does not make admissible facts which are irrelevant to Nh 
the proof of the offence charged. been 

(c) Facts alleged in a Statement of Claim in connection with income years ff taxp 
other than the relevant years are inadmissible either to support the allegation ff reas 
of intent or to assist the Court in determining the form of order to be made § with 
under S. 247. unde 

(d) Prosecutions under Part VII of the Income Tax Assessment Act are J 1936 
not strictly criminal proceedings. In 

(e) Evidence of previous convictions for offences against the Act is J gf 4 
inadmissible for the purposes of S. 247. Com 

for 
Fees Parp spy Mepicat PRACTITIONER TO ACQUIRE HIGHER DEGREE was 

In 10 C.T-B.R. Cas. 55, it was held that fees paid by a medical practitioner J with 
for instruction and examination for a higher degree were not deductible J und 
under S. 51 (1). This case was distinguished from 8 C.T.B.R. Cases 48-52, 
where the taxpayers were specialists who were involved in expenditure by 
the necessity of maintaining their status. 

:, T 
Wuen Tax Not Parip Durtnc TAXxpAyeEr’s LIFETIME rates 

Section 216 provides as follows: treat 

“The following provisions shall apply in any case where, whether inten- § ‘4S 
tionally or not, a taxpayer escapes full taxation in his lifetime by reason'of J Pe 
not having duly made full complete and accurate returns: 8 7: 

(a) The Commissioner shall have the same powers and remedies against OC 

the trustees of the estate of the taxpayer in respect of the taxable 
income of the taxpayer as he would have against the taxpayer if the 
taxpayer were still living. 

(b) The trustees shall make such returns as the Commissioner requires 

for the purpose of an accurate assessment. In 

(c) The trustees shall be subject to additional tax to the same extent as J @PP° 
the taxpayer would be subject to additional tax if he were still living: Ff = "°" 
Provided that the Commissioner may in any particular case, for June 
reasons which he thinks sufficient, remit the additional tax or any part incor 
thereof. sat 

(d) The amount of any tax payable by the trustees shall be a first charge — 






on all the taxpayer’s estate in their hands.” follo 
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Original Assessments 
Where no assessment had been issued against the taxpayer in respect of 






a ay income year, including the period immediately prior to his death, an 
que assessment may be made at any time—Ss. 216 and 217 of 1936 Act. This 
—o js so even if the deceased taxpayer has duly made a full, complete and 





accurate return. 

























1ents 
Held Amended Assessments 
that If the escape from taxation was due to fraud or evasion on the part of the 
deceased taxpayer, an amended assessment may be made at any time—Ss. 2 
and 170 of 1936 Act. 
Where the circumstances set out in S. 216 exist, but fraud or evasion is 
The § not present, the power to amend is as follows: 
Income years ended 30 June 1915 to 1929 (inclusive) : An assessment may 
facts fg be amended within three years from the date upon which the tax became 
e by due and payable under the assessment—S. 37(I1A) of 1922-1939 Act and 
; S. 2 of 1936 Act. 
it to Income years ended 30 June 1930 to 1935 (inclusive): Where there had 
been an avoidance of tax owing to the failure or omission of the deceased 
ears § taxpayer to keep books, accounts or records from which his income might 
ition § reasonably have been ascertained, an amended assessment may be made 
aade @f within six years from the date upon which the tax became due and payable 
under the original assessment—S. 37(1A)(b) of 1922-1930 Act and S. 2 of 
are —f 1936 Act. In any other case, the three-year limit applies. 
* Income years ended 30 June 1936 onwards: The provisions of S. 170(2) (b) 
i 


of the 1936 Act apply, i.e., where the deceased taxpayer had not made to the 
Commissioner a full and true disclosure of all the material facts necessary 
for his assessment and there was an avoidance of tax, but such avoidance 
was not due to fraud or evasion. An amended assessment may be matle 
within six years from the date upon which the tax became due and payable 
under the assessment. 
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REBATE IN RESPECT OF RATES ON NON-INCOME PRODUCING 
PROPERTY ’ 





The taxpayer, a mortgagee in possession of vacant land, paid arrears of 
rates thereon. The mortgage deed provided that such payments were to be 
treated as the equivalent of further advances. Held that, as the mortgagor 
was personally liable and had been assessed for the rates both during the 
period in which the arrears accrued and after the taxpayer entered into 
possession, the taxpayer was not entitled to the deduction provided by 
S.72(1) of the 1936-1939 Act (now the rebate provided by S. 160(2)(h)), 
10 C.T.B.R. Cas. 79. 










Can COMMISSIONER RECOVER TAX UNDER AN ASSESSMENT 
WHICH Is A NULLITY? 






In a recently published summary of decisions of the Board of Review 
appears a case relating to a royalty paid by an Australian taxpayer to three 
non-residents, viz., two individuals and a company, during year ended 30th 







ng: 
- June, 1941. The Commissioner treated the payment incurred as if it were 
art income from property derived by one individual taxpayer and allowed the 
statutory exemption under S. 81 (since repealed). Whilst the royalty so 
gt paid was held to be assessable income, the assessment, expressed to have been 
made under S. 167 (default assessments), was held to be a nullity. The 





following is an extract from the Chairman’s decision: 
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“This, if there were nothing more, would, for my part, dispose of the case, 
but I am still concerned (as I was at the hearing) as to whether the assess. 
ment has any legal standing. What the Commissioner has done is to assess 
the Australian company (the ‘manager’) in respect of royalties paid to 
three non-resident ‘owners’ (including a company) as if the royalties were 
income derived from property by a single person (not being a company). It 
must, I think, be inferred from the agreement and its warranties that each 
of the non-residents was entitled to a share of the royalties. If so, the 
liability of each should be separately assessed or calculated (and in the case 
of the non-resident company this would involve the application of the com- 
pany rate) even if the share of each had to be guessed at and Section 167 
invoked for the purpose; for I do not think the Commissioner would contend 
that in the circumstances the assessment could be made under Section 9% 
even with the assistance of Section 167. But, as I read the assessment, the 
Commissioner has invented a novel class of taxpayer and a novel class of 
liability both of which are clearly outside the scope of the Act. In effect, 
he has treated three taxpayers (including a company) as one taxpayer (not 
being a company). Any assessment by which the Commissioner purports to 
do that is, in my opinion, a nullity so far as the Act is concerned and, 
consequently, so also is any procedure by way of objection and appeal or 
reference which takes place in relation to the assessment. 

“The explanation offered by the Commissioner’s representative was that 
as there was no information as to whether or not one individual had the 
beneficial receipt of the royalties, the assessment was made as though they 
were beneficially derived by one individual (Section 167 evidently being 
considered sufficient authority for this). The explanation does very little to 
clarify the assessment. It implies that the Commissioner took the view, 
despite the evidence of the agreement, that there was no evidence as to who 
was entitled to the royalties, and that therefore it was proper for him to 
assume— . 


(a) that the non-resident owners were not each entitled to a share of the 
royalties ; 

(b) that some one unnamed person was entitled to the whole of the 
royalties ; and 

(c) that this unnamed person was not the non-resident company but was 
possibly either one of the two other non-residents and possibly some 
other individual. 


“In my opinion, an assessment based on these assumptions is equally a 
nullity so far as the Act is concerned. In this case the assessment was 
evidently issued to the Australian company in purported pursuance of the 
Commissioner’s power under Section 255 (as read with Section 256) to 
require it to pay the tax due and payable by any of the non-residents con- 
cerned. Assuming, as the departmental explanation implies, that there was 
only one non-resident concerned, who was he? If his income was assessed, 
how is he to discover the fact and his consequential right of objection? If 
the Australian company has the right to object on his behalf, how can that 
company identify him? This question is surely pertinent to the ascertain- 
ment of the company’s authority, its personal liability and its right of 
indemnification under Section 255 (1) (b), (c) and (d). Section 167 appears 
to provide no authority for the assessment of the income of some unnamed 
taxpayer who might be any one of an unascertained number of unidentified 
persons. 

“If I am right in these views, there is nothing before the Board, and its 
opinion on the question argued is merely gratuitous, although it will no doubt 
serve a useful purpose. Since the company which has been called upon to 
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the tax has not made any of these points in its objection, it may seem 
tat I have gone out of my way to make unnecessary difficulties. My excuse 
s that it may be a matter of importance to the company to get a proper 
ysessment and that, in any case, it is the duty of the Commissioner to see 
fat a proper assessment is made. As the assessment stands, I do not see 












| Were 
). It Mow he could succeed in an action to recover the tax, for the provisions of 
each section 177(1) cannot, in my opinion, apply to so-called assessments the 


making of which is outside the scope of the Act.” 














> Case 

com- Sums RECEIVED BY DISTRIBUTING COMPANY AS CONSIDERATION FOR 

1 167 HANDLING MANUFACTURER'S PrRopuCT TO EXCLUSION OF 

ntend CoMPETITIVE Propucts 

n 94 mye 

the | The taxpayer, a distributing company, agreed under contract to handle a 

ss of manufacturing company's product to the exclusion of competitive products. 

ffect it was agreed that, in addition to certain discounts, the taxpayer was to 

(not gceive “by way of commission” a percentage of the half-yearly profits of 

ts to me manufacturing company. Held that the share of the profits so received 

and. Was assessable income (10 C.T-B.R. Cas. 118). At page 354 it was pointed 

1 op ut that it was the vendor's reward to the taxpayer for buying the vendor’s 
goods and it was immaterial that the reward was based on the vendor’s profits 

that jg astead of on the taxpayer’s purchases. One member of the Board expressed 





the opinion that the receipt in question was a bonus and was therefore income 
from personal exertion. 






Prorit DERIVED BY Property DEALING COMPANY ON SALE OF SHARES 
IN DEVELOPMENT COMPANY 





The taxpayer company managed, developed and dealt in real property, and 
its dealings in property had always been brought into the computation of its 
profits for purpose of English income tax. In January, 1935, the taxpayer 
company and an individual, H., formed a private development company to 
buy a site from the taxpayer company and to erect a building thereon. In 
May, 1935, H., acting under an option, bought the shares held by the taxpayer 
company in the development company. Held that the profit on the sale of the 
shares was made in the ordinary course of the taxpayer company’s trade and 



















ras 

- was assessable. (Associated London Properties Ltd. v. Henriksen (1944), 
26 Tax Cas. 46.) “In fact the Commissioners are finding, if I may explain 
the clear meaning of what they say, that, it being the business of the appellants 

4 § to deal in real estate, this was the particular method of dealing in real estate 

aS which they happened to adopt, and, therefore, must be treated as a method 

l€ §f of exploiting its real estate assets just as though they had made a direct sale 

; toa purchaser out and out,” per Lord Green, M.R., at p. 53. 

s 

1 EXCHANGE ON DEBENTURE MoNEyYs REPAYABLE IN LONDON 

f The taxpayer company incurred a loss of £6,222 in respect of exchange on 

t money remitted to London to redeem debentures. Held that the loss was not 





an allowable deduction (10 C.T.B.R. Cas 49). “On the first question in that 
case (Texas Co. (Australasia) Ltd. v. F.C. of T. (1940), 2 A.I.T.R. 4) it 
was held that exchange on the remittances of the taxpayer company to its 
controlling American companies was an allowable deduction to the extent to 
which the expenditure was referable to expenditure incurred in or for the 
purpose of discharging or providing for liabilities on income or revenue 
account. By necessary implication (and also, per Latham, C.J., explicitly) 
it was also held that exchange on remittances which were referable to certain 
advances from the American companies was an outgoing of capital,” at p. 151. 
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REFERENCE TO COMPANIES IN JUDGMENTS OF ENGLISH Courts 


It is my pleasant duty to read and report to readers of this journal decisio 
relating to taxation, including those of the English courts. Although q 
company has been held to be a distinct and separate legal entity, why do the 
English courts still persist in referring to a company in the plural? Fog 
example, in the extract from the judgment of Lord Greene, M.R., ip 
Associated London Properties Limited v. Henriksen which appears in this 
issue of the journal his Lordship refers to the taxpayer company as the 
“appellants.” I am certain that Mr. Tony Weller would support me in 
saying that this “theying” is incorrect and sometimes confusing. 

English journals, please copy. 


REPORT BY COMMISSIONER OF TAXATION TO PARLIAMENT 


A good deal of interest has been aroused recently because of the prominence 
given by daily newspapers to the Commissioner’s annual report by quoting 
names of taxpayers against whom penalties have been imposed. 

Mr. R. E. O'Neill, a.1.c.a., has kindly furnished the following note on the 
subject : 


Scope of Report-—The Annual Report comprises a review of the operation 
of the Act together with statistical appendices. Copies of the report may be 
had at a nominal cost from the Government Printer, Canberra. 

In accordance with the direction under S. 14(2) the Commissioner gives 
particulars in the report of cases in which penalties have been imposed follow- 
ing upon investigation of questionable returns. It is to be noted that no 
violation of the Commissioner’s oath of secrecy is involved because the 
prohibition against divulging information enacted by S. 16(2) does not 
operate where the officer is acting in the performance of any duty as an 
officer. 


Production of Documents——The common law rule that documents con- 
nected with affairs of State are privileged extends to taxation returns 
(Mitchell v. Koecker (1849), 11 Beavan 380). The court will not compel 
a witness to produce documents connected with affairs of State if production 
would be injurious to the Public Service; and that question is to be deter- 
mined not by the court but by the head of the department (Beatson v. Skene 
(1860), 5 H. & N. 838; Foran v. Derrick (1892), 18 V.L.R. 408). The 
House of Lords has affirmed that an objection taken in proper form by the 
responsible Minister or the head of the department is conclusive, and it does 
not matter whether the question arises on affidavit before trial or on subpoena 
at the hearing (Duncan v. Cammel Laird & Co. Ltd. [1942], A.C. 625). 
Their Lordships there dissented from the decision of the Privy Council in 
Robinson v. South Australia [1931], A.C. 704, that the court may itself 
inspect the documents to determine whether their production would be preju- 
dicial to the public welfare. But it is submitted that the special statutory 
provisions of S. 16 make it unnecessary to attempt to resolve this conflict of 
judicial decision. “If sub-section 2 means what it says, any officer who 
produces the return is liable to the penalties imposed . ... , and the function 
of sub-section 3, as I see it, is twofold. It dispenses with the necessity for 
any objection or evidence that the documents are ‘state documents,’ and it 
closes the question which had been left open in several of the authorities cited 
to us, i.e., with respect to the power of the court to compel production or 
disclosure,” per Napier, C.J., at p. 35 (Honeychurch v. Honeychurch { 1943] 
S.A.S.R. 31. 

Where no objection had been taken on oath by the Commissioner or anyone 
authorised by him, held that a bankrupt’s returns should be produced to the 
official assignee (re Grace (1898), 9 B.C. (N.S.W.) 11). But where the 
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mmissioner objected, production of, returns was refused (Wilkinson v. 
vikinson (1901), 1 S.R.Eq. (N.S.W.) 285; Phillips v. Alexander (1899), 
A.L.R. 64). 

Where all persons claiming to be beneficially interested in the firm agreed 
»production of the firm’s returns, production was ordered despite objection 
Mn oath by the Commissioner (McLeod v. Phillips (1905), 5 S.R. (N.S.W.) 
N3); in view of the terms of S. 16(3) it is doubtful whether this decision 
wuld now be followed. In Spong v. Spong [1914], V.L.R. 77, where the 
sponsible Minister objected by affidavit to production of State land tax 
turns, the court refused an order even though the parties consented—the 
wrt should not decide on the validity of the Commissioner’s objection unless 
tis a palpably futile one. And in Henderson v. McGowan (1916), 53 
<L.R. 627, an application by a former partner for production of partnership 
urns, etc., was refused. 

Production of receipts for taxation paid has been refused (Christie v. 
(aik (1900), 37 Se.L.R. 503; Gray v. Wylie (1904), 41 Sc.L.R. 342). But, 
yon the ground that they are the party’s own vouchers and do not give 
wrticulars, production of receipts (but not returns) was ordered (Shaw v. 
Koy (1904), 12 S.L.T. 495; 5 Tax Cas. 74; and see MacDonald v. Hedder- 
wick (1901), 38 Sc.L.R. 455). 

In the course of certain proceedings in which plaintiff claimed damages 
or the death of her husband, she gave evidence as to the amount of her 
lusband’s income for a certain year. An income such as that sworn to would 
lave imposed upon the deceased the obligation of rendering an income tax 
turn under the South African Act. The departmental official, when asked 
state in evidence whether any such return had been rendered, declined to 
aswer and claimed privilege. Held that having regard to the facts that the 
mestion referred to the rendering of the return and not to its contents; that 
te husband was dead and could not be cross-examined nor subjected to any 
ynalty for having failed in his statutory duty; and that the fact to be 
stablished was of material importance in the issue before the court, this was 
ncase in which the court, while generally respecting the policy of secrecy, 
vould be justified in ordering the information to be given (Strydom v. Griffin 
Engineering Co. (1926), 3 Sth. Afric. Tax Cas. 1). In view of the special 
satutory provisions of S. 16, and of the decision in Honeychurch v. Honey- 
durch, supra, it is considered that an Australian court would not order the 
(ommissioner to give information as to whether a return had been furnished 
or purposes of Commonwealth income tax. 

The court will not compel production of confidential documents coming 
fom third parties if to do so would embarrass the authorities in the future 
nillection of revenue (Browne’s Trustees v. Hay (1897), 35 Sc.L.R. 340; 
iTax Cas. 598). Where a surveyor of taxes resisted on grounds of public 
wlicy the production of accounts furnished for income tax purposes, the 
‘urt refused an application for production made by a liquidator under the 
Companies Act (cf. S. 253 of N.S.W. Companies Act, 1936). Re Joseph 
Hargreaves Ltd. (1900), 1 Ch. 347; 4 Tax Cas. 173. 

Interrogatories as to the contents of income tax returns will not be allowed ; 
“ondary evidence cannot be given of the contents of a document which is 
wrotected on grounds of public policy and @ fortiori when the production is 
he subject of an express statutory provision (Honeychurch v. Honeychurch 
143], S.A.S.R. 31; and see Staples & Co. v. Wright and Carman (1903), 
IGL.R. 381. 

Section 16(3) does not weaken, and is not intended to weaken, the rule of 
‘mmon law that evidence of affairs of State is excluded when its admission 
vould be against public policy (O’Flaherty*v. McBride (1920), 18 C.L.R. 
48). The court there held that when, on a prosecution for making a false 
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return, the Commissioner objected to the production of reports made to hig 
by departmental officers an order by a magistrate for production of th 
reports was erroneous. 

In giving particulars in his report of offenders under this Act, the Com 
missioner is acting within the exception provided by S. 16(2). 

Section 79(2) of the Crimes Act, 1914-41 (Commonwealth) provides: 

“Tf any person receives any . . . . information, knowing, or having reasonabk 
ground to believe, at the time when he receives it, that the . . . . informatio 
is communicated to him in contravention of this part of this Act, he shall bg 
guilty of an offence unless he proves that the communication to him of th 

. information was contrary to his desire. Penalty: Imprisonment fog 

seven years.” 

Under this section the Commissioner may take proceedings against an 
person who is in unlawful receipt of secret information. | 





Short Cuts for the Short Staffed 


By J. F. SANDERSON, A.F.I.A., A.A.LS., A.C.A.A., A.L.C.A., 
Town Clerk of Wentworth, N.S.W. 

The principle of using the duplicates of rate notices as a ledger is not new 
and has much to commend it, as it eliminates the greatest bugbear of al 
office work—transcription. Unless a proof sheet can be used, however, mos 
systems based on this idea have an inherent drawback insofar as each copy 
must be turned over several times before a balance can be proved, otherwisd 
the figures must be copied on a tally sheet, thus losing most of the advantage 
of the method. 

A front feed typewriter with or without totalisers would of course accom 
plish this, and so, to a certain extent, would a machine fitted with an annula 
scale; but the following manual system has been advised for use when thes 
features are absent. It is doubtful in any case whether the typewriter coul 
compete with handwriting for speed in this class of work. 

Equipment is simple. The notice forms are punched on the left margi 
with 3/16” holes at 3?” centres, and a peg-board with pins at corresponding 
intervals is used. In this particular instance the board was made by th 
outside staff and the writer, but a commercially manufactured article woul 
have been even more effective. 

The first operation was to write in the identifying particulars (number 
name, valuations, etc.) on the upper part of both copies of the notices, at th 
same time marking by ticks or crosses the liability of each assessment to loc 
rates and charges. This operation, using a manifold nib and copying from 
an old-fashioned six-feet-wide Valuation Book, averaged fifty notices an hou 
without much effort. A reference to Fig. 1 will show that a good deal of 
information is inserted, and also that it is not a good form because one 
hand must “dodge about” quite a bit; but printing costs and paper suppli 
influenced this (although the form would have been better with the left am 
right halves of the upper section reversed). The original was made to fd 
twice to fit a window-faced envelope. It will also be noticed that, instead 
of following the conventional vertical columns, the headings are set oil 
horizontally. The plurality of columns was, however, beyond my control 
and, due to special circumstances here, a “combined” rate was impracticable 
as was also a separate form for each ward, thus the number of headings 
exceeds the average. 

When this was completed a sheet of plain brief-size paper was secured t 
the peg-board and covered for te exact width of the rate notices with carbo 


paper. 
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The next operation is done in two “runs”—one for current charges g 
the other for arrears. The first pair of notices, with inter-leaved carbon ( 
carbac could be used if one liked it sufficiently) was placed on the peg-bog 
so that the “current” line was near the top of the proof sheet. The rates ay 
charges were calculated, entered, and cross totalled. Then the assessmey 
number was entered on the proof sheet on the same line immediately at ¢ 
right of the total. This served a double purpose: firstly, to identify the ent 
and secondly to locate the next. As the proof sheet was covered by carbg 
paper, this device enabled the next pair of notices to be put on the boa 
one space (that is, one peg) lower. Similar operations continued until ¢ 
end of the sheet, street or page of the Valuation Book, depending on choig 
or circumstances. By removing the carbon paper the figures thus listed o 
the large sheet were then added, crossfooted and proved by calculation wi 
relevant total valuations or services. The crossfooting proved the individw 
totals of the notices. This was repeated until all assessments were completed 
A summary of the proof sheets then enabled a reconciliation of the whole 9 
the current charges. 

Arrears were treated similarly by copying from the Arrears of Rates Boo 
or the previous year’s Ledger and balancing therewith. 

The notices were then separated. The originals had the total amount the 
due inserted and were sent to their destinations and the duplicates fastene 
in numerical order. No accurate record of elapsed time was possible, be 
901 assessments were written and balanced as described, without an addi 
machine, in nine working days, less the usual interruptions of telephone, mai 
and callers. This may be somewhat slower than rate notices, per se, could} 
done, but an almost equal time for writing up the ledger was saved. 


Having thus far followed the sound principle of proving the debit, a slig 
departure from recognised procedure was made. With most forms of rag 
ledger the fullest particulars of receipts are inserted so that emphasis j 
usually placed on those who have paid. Most of us, however, are mo 
interested in those who have not. The duplicate (Fig. 2) of the rate notid 
was designed to avoid tedious and unnecessary transcription of receipts whe 
as usually happens, the full amount is paid. A reference to date and receip 
number is all that is entered. By transferring fully paid accounts to 
separate file, arrears can be proved and followed up without inspecting ever 


sheet. 

The method used for proving the half-yearly balance was to add the tot 
arrears of all assessments and make this figure agree with a summary of t 
control accounts in the various funds,* although for the annual balance ead 
column would need to be proved. This could be made easier by “shingling 
the unpaid sheets on the peg-board so that the bottom “arrears” line of ead 
shows, and adding as if it were one sheet. Charges accruing during the yea 
could be dealt with in a similar manner, but probably it would be mo 
satisfactory to total them in the usual way. 

Another large book which need not be reprinted is the Electricity Persom 
Accounts Register (or whatever else it is called). By slightly altering t 
office copy of the meter reading docket, payments and arrears could easily} 
recorded. A summary of each docket book is made and each of the heading 
is verified without difficulty. A summary is made of all the books to establis 
the periodical debit. The total of unpaid dockets at any time must therefé 
agree with the control in the ledger so that nothing is lost and a great dé 
of tedious transcription is saved. 


*For the benefit of readers in other States: We in New South Wales must have 
separate fund for each rate. 
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The same treatment can be accorded miscellaneous accounts. The usyal 
practice seems to be to render an account but, when payment is made, to 
credit income and only bring unpaid items into account at the end of the year, 

Better control would be possible if a blanket journal entry were made of 
all accounts sent out, and payments credited to sundry debtors. The office 
copy of the account would have to be marked off in either case, but in the 
suggested scheme there is a check which was not possible before. 

Although these may at first sight appear somewhat akin to the corner-shop- 
crossing-out the names on payment, there appears to be no faulty accounting 


concept present. 





Audit of the Cash Book 


By R. A. IrIsH, F.1.c.A. 


(Being a lecture delivered before the Commonwealth Institute of Accountants 
Students’ Society, N.S.W. Division, on 26th July, 1945) 


When I was first approached to give this lecture, the first reaction was that 
there should not be much difficulty in preparing it, but as I thought about it 
I realised that there is no limitation to its breadth, and that the great difficulty 
would be to decide just how far to go. 

I will try to give you the subject matter in a way which will not constitute 
a repetition of the audit routine which you can read in logical sequence in 
any auditing textbook. Instead, I will endeavour to highlight the features 
which are commonly underrated in practice or dealt with unsatisfactorily by 
examination candidates. 

Despite statements to the contrary, most students still conceive that the 
dominant object of an audit is the detection of fraud. In doing so, they go 
still further and assume that such fraud will be particularly directed at cash 
transactions. Though cash is more desirable, it is usually found in practice 
that most firms lose far more money on stock transactions than through cash 
defalcations. In any event, the primary object of an audit is generally the 
verification of the balance sheet. 

The foregoing statement is important because the audit of the cash book 
must be viewed in its proper perspective. Naturally it is an important feature 
of any audit and must be conducted with due skill, care and caution. There is 
a lot in the mental approach to an audit, whether of cash transactions or 
anything else, and it is emphasised that the routine involved is not a mere 
mechanical ticking-off of what is entered in the books. It is not a question 
of comparing certain documents with book entries to see that they agree. It 
is equally important to ensure that everything is entered in the books which 
should be entered. In short, it should be realised that the possibility of 
transactions being omitted altogether from the books of account must not be 
overlooked. 

The efficacy of the audit is dependent on the strength of the internal check 
system, and while it is not intended to traverse in any detail the fundamentals 
of such a system, it is stressed that a complete audit of the cash book involves 
consideration of the internal check system over receipts, payments, purchases, 
sales and other features of the company’s activities, as these are all inter- 
woven. In fact, the whole internal check of the business eventually has 
relationship to cash transactions. 

The following major features directly relating to cash transactions af 
particularly vital : 
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1sual . There should be a proper system for dealing with postal remittances. 

e, to . The cashier should not have access to any book of account other than, 

year. perhaps, necessary cash books where this in unavoidable. 

e of . Each separate ledger should be made self-balancing. 

office . Duties of each clerk should be frequently changed, and he should be 

| the required to take regular leave. (In practice it has been found that 
some of the largest and most extended frauds have been carried out 

hop- by the apparently trusted employee who was so conscientious that 


ating he never took a holiday or wanted to alter his duties—for obvious 
reasons. ) 
The receiving of cash should be centralised. 
It is almost superfluous to mention the matter of banking cash intact 
daily. 
Never overlook the importance of registers of receipt books, etc. 
Lastly, in visualising an internal check system on cash transactions, 
just as many frauds take place in connection with cash payments as 
with cash receipts, and therefore tight control over all payments is 
ants’ essential. 

























After the initial warning that fraud is not the dominant object of a cash 
‘that @ audit, it is perhaps strange that I should interpose here suggestions as to 
ut it @ various forms of fraud before dealing with the detailed cash audit, but I do 
culty @ not want to leave the inference with you that you can entirely ignore the 
' § possibility of fraud. It must be recognised that clever and ingenious persons 
‘itute § will devise various methods and combinations of methods to carry out and 
ce in | conceal fraud, and, of course, the list that I shall give you is by no means 
tures | exhaustive. 


y by Cash Receipts Frauds 


t the Delaying proper credit for receipts to cover manipulations. 
y go “Splitting” cheques, e.g., applying a cheque received from X (to whom no 


cash receipt is issued at the time) to square up cash taken from cash sales or 
ctice collections from other debtors. 
cash Unrecorded waste and scrap sales. 
y the Understating cash book additions. 

Increasing discount column in cash book with a corresponding decrease 
book in cash received. 


ature Withholding cash sales. 
re 18 Withholding income from investments. 
Is Of Withholding refunds of overpaid creditors’ accounts. 
mere Substituting credit sale dockets in a fictitious name for cash sales. 
stion Withholding sundry collections such as refunds of freight and taxation, etc. 
» Passing credits to customers’ accounts to offset cash extracted. 
vhich Abstracting. proceeds of unauthorised sales of investments and assets 
y ol generally. 
ot be Withholding recoveries of bad debts. 
Allowing excessive discounts to cover cash withheld. 
‘heck 
ntals § Cash Payments Frauds 


Producing fraudulent invoices in support of false cash disbursements. 
Double payment of accounts, i.e., once to the creditor and once to the 
- has cashier. 


Making the cheque payable to someone other than the name indicated on the 
supporting invoice. 

Increasing the amount of the cheque after signature. 

Manipulation of funds transferred between branches and departments. 
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Wrongly adding the cash book. 

Failing to enter deposits and failing to enter cheques correspondingly. 

Manipulation of exchange cheques. 
(On certain Government investigations with which I was connected | 
found manipulations whereby a cheque received from a customer for 
sale of goods was treated as an exchange cheque} a corresponding pay- 
ment being made, which was abstractéd by the proprietor. Usually, in 
practice, exchange cheques are given only perfunctory attention.) 

Cheques drawn for personal expenses charged to the business. 

Payment of fictitious invoices. 

General wages and petty cash frauds. 





A very broad outline of the work performed in auditing a cash book is 
as follows: 

Check bank reconciliation. 

Check duplicate receipts into cash book. 

Compile list of irregular receipts. 

Check consecutive numbers of receipts. 

Test-check deposits. 

Check receipts with rough cash book. 

Vouch payments. 

Compile list of missing vouchers. 

Check cheque butts into cash book. 

Check opening balance forward. 

Check additions and cross-additions. 

Check dissettions. 

Check closing balance forward. 

Count cash on hand. 


Certain aspects of this work call for some elaboration. 


(a) Bank Reconciliations 
I want to give a warning especially to those who are auditing as part of 
their daily work. When sitting for examinations, the tendency is to gloss 
over any section of the work with which the particular person is familiar 
from a practical point of view. Very few examination candidates, especially 
if engaged daily in the conduct of audits, give a full and complete answer 
when asked how to conduct a bank reconciliation. The fact is that from long 
experience they perform automatically so much of the routine involved that 
it is difficult to remember every point when it comes to writing them down 
in order for examinations. There are frequently discussions as to whether a 
bank reconciliation should be checked in detail or in total. There can be no 
doubt that it is desirable to check the reconciliation in detail. Unless this is 
done there is obvious scope for error in entering individual amounts, and 
there is also the danger of completely omitting a deposit and certain payments 
to compensate. 
The audit of the bank reconciliation involves the following steps: 
1. Obtain bank certificate direct from the bankers and compare with the 
pass book balance. It is not unknown for a defaulting cashier to write 
up his own pass book. 


2. Check individual deposits shown in the cash book with pass book, noting 
that the date of credit is identical with that in the cash book. 

3. Check individual cheques drawn with pass book entries. 

4. Check pass book balances to reconciliation statements. 

5. Check the details shown in reconciliation statement. In doing so make 


further enquiries about cheques which have been outstanding for a long 
time. 
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See that all entries originating in the pass books, such as dishonoured 
cheques, exchanges, etc., are correctly entered in the cash book. 

See that deposits outstanding are credited in the pass book on the first 
day in the next period and, if possible, check outstanding cheques with 
subsequent pass book entries. So far as deposits are concerned, I have 
known of cases where, to ensure cover of cash deficiencies, it was done 
by simply including an outstanding deposit on deposit date, and simi- 
larly I have known cases where cheques have been entered incorrectly 
and, being delayed in presentation, the error was not discovered on 
balancing date. 

Lastly, if the bank pass book is in the form of machine sheets, check 
the closing balance forward from one sheet to the next to ensure that 
no sheets have been withheld. 


(b) Cash Receipts 

We must assume for purposes of this discussion that the receipts used are 
the usual carbon counterfoil type. I will make reference later to other forms 
of receipt, and the varied auditing procedure they demand. 


1. Check duplicate counterfoils into the cash book, paying attention to the 
date, payer’s name, the amount in words and figures, and, most import- 
ant of all, the nature of the transaction. As stated earlier, auditing is 
not a mechanical comparison of one set of documents with another. By 
watching the nature of the transactions you are able to see that the 
correct account has been credited. This is important, obviously, if you 
are going to verify the balance sheet. 

See that discounts allowed are not in excess of authorised rates. You 
will be well aware that the most common way of covering up fraud is 
by passing fictitious or excessive credits to a customer’s account. 
Compile a list of irregular receipts. Examples of this are cases where 
the receipt has been cancelled, but the original has not been retained for 
destruction by the auditor; where the duplicate receipt is not a carbon 
copy of the original; where particulars have been omitted from the 
carbon copy, etc. Often in practice this arises purely from clerical 
errors and, if comparatively rare, it is quite sufficient to bring the 
matter merely to the notice of the management, provided you are 
satisfied it is a clerical error and not a matter of fraud. If there are 
many cases of irregularity, suitable qualifications on the auditor’s report 
may be necessary. 

Check the consecutive numbers of receipts to see they are all accounted 
tor. 

Check bank deposits. This is very necessary and involves a comparison 
of the date of the receipt and date of lodgment, and more particularly 
a comparison of the drawers of cheques shown on the deposit slip with 
the names of customers, etc., to whom receipts have been issued. How- 
ever, this is so important that I am going to give you a little more 
information about. it later. 

If there is a rough cash book in use for postal remittances, it should be 
checked with the cash book entries or the receipt book, to ensure that 
a receipt has been issued to the correct person. 

It is imperative, too, to check details in receipt book registers. This 
means that a company must have its unused receipt books under strict 
control, i.e., under lock and key and inaccessible to the cashier except 
through the individual holding the key. As auditor, you would check 
the books received as indicated by the printer’s invoices, and you would 
check the numbers of receipt beoks vouched and used, thereby estab- 
lishing a theoretical stock on hand in the receipt book register. Then, 
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of course, check by a physical stocktaking, in which you would firstly 
see that all unused books according to the register were in stock, 
Supplementing this check, you would take some of the unused books 
at random and count the receipts to see that none of them has been 
used. A similar consideration applies to any form of receipt, including 
cash sale dockets, collectors’ receipt books, etc. 


Examiners frequently ask for different forms of cash receipts and the 
consequent audit procedure involved. 


Probably the most common are the butt type of receipt, the carbon counter. 
foil, the cash register, the continuous roll system and the accounting machine 
receipt. There are also other forms of receipt, such as cash sale dockets, 
tickets as in the case of a theatre, and interim receipts of various types issued 
by travellers and collectors, etc. 

It is hardly necessary to point out to you that the butt type of receipt is 
very much outmoded, and has a definite disadvantage in that the butt may 
well be different from the particulars contained on the original receipt. This 
incidentally is also a disability of the carbon counterfoil system, where it is 
quite simple to produce a carbon copy which is not the same as the original 
receipt. Undoubtedly the carbon copy is none the less preferable, because, 
apart from deliberate dishonesty, it should be a copy of the receipt issued to 
the customer, which prevents, at least, any clerical error in repeating the 
information on a butt. 

The use of cash registers is not generally understood too well. Preferably 
the register should give the customer a visible indication of the amount of 
the receipt, and simultaneously supply a printed docket or printed receipt on 
the statement form, together with a continuous printed record of the amounts 
registered on a paper roll, which should be locked in the register and avail- 
able only to an authorised person, and particularly not to the cashier. Such 
registers are used most commonly for cash sales and, in large organisations, 
for recording receipt of credit accounts. 

Where cash sales are involved, if cash sale dockets are issued, the total 
recorded in the register should agree with the total of the cash sale dockets 
issued and summarised, and should obviously agree with the money received 
from a particular register for the day. The audit procedure necessitates a 
comparison of daily totals of dockets with the daily total appearing on the 
continuous roll for the day. It is desirable to test-check some of the dockets 
with the continuous roll. Ifo cash sale invoices are issued, the cash register 
really is the sole source of information, and this alone can be compared with 
the necessary accounting records. 

Where the register is used for cash receipts, as for example on a statement 
form, the statement is usually perforated and the cash register makes two 
impressions—one on the office copy portion of the statement, the other on the 
butt of the statement which is returned to the customer. In this connection 
it is important to see that all serial numbers printed by the register are 
accounted for and the office copy portion should be checked or test-checked 
with the entries appearing on the continuous roll, and from there the details 
checked into the appropriate accounting records. 


In most systems of accounting machine receipts, the machine writes 2 
receipt in triplicate, i.e., an original for the customer, a duplicate for posting 
and a triplicate for record purposes, and in addition should also produce 2 
cash book sheet and bank deposit slip. Actually it is unnecessary to compart 
the duplicate or triplicate receipts with the cash sheet when they are all carbon 
copies of the original receipt issued, but it is necessary to scrutinise the cas 
sheet to see that all receipt numbers are accounted for, and that discounts are 
not beyond authorised rates. Generally the cash book sheet is entered m 
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summary form in a general cash book and, subject to the foregoing check, the 
ash book sheet is checked into the summary cash book. Obviously receipt 
forms under this method are loose, and it is vital to have rigid control over 
unused receipts. 

Earlier to-night I promised to refer to the checking of bank deposits. This 
presupposes that the company works on the daily banking system, and that 
all moneys received are banket intact. Assuming this to be so, it will be 
obvious that cheques received from customers should be the subject of a 
corresponding receipt. The audit procedure, as already noted, consists of a 
comparison of the name of the drawer of the cheque shown on the deposit 
sip with the name of the customer to whom the receipt has been issued. 
Coupled with this it is important to see that the amount of the cheque and 
the amount of the receipt are identical. In certain investigations I found it 
necessary to secure the original deposit slips, but in general audit practice the 
duplicate held by the client is regarded as sufficient for this check. The 
purpose of the check is to see that cheques have not been “split.” This means 
that a cashier has for example taken £100 out of the cash sales for the day, 
and having received a cheque from a debtor, has paid this in to make the 
correct daily total. Clearly, to do this successfully, the receipt for the debtor 
must be delayed. Also, the next day the cashier may receive a cheque for 
{100 from another debtor, whereupon he makes out a receipt for the first 
debtor and delays a receipt to the second debtor, and so on. 

The checking of additions is naturally an important matter. This should 
be done at the same time as other audit tasks are performed, but it is a general 
rile that the cash book should be retained by the auditor until the audit is 
completed. To illustrate the point—one case I recall, where the bank recon- 
tiiation statement had been checked, and then the cashier suddenly appeared 
and took the cash book before the additions had been checked. Later it was 
found that alterations had been made to cover fraud and these might easily 
have been missed. 

The audit of cash receipts is not a mere mechanical comparison of a 
duplicate receipt with a cash book entry. I have stressed this and want to 
make it plain that there are various types of receipts which call for additional 
verification, such as the following: 

Income from investments. The notice accompanying the interest or divi- 
dend should be examined and it should be noted that the interest or dividend 
was received on the proper due date, and that the amount received represents 
the total income receivable from the particular investment. 


Sale of shares and bonds, etc. The broker’s sale note should be examined. 


Refund of taxes, etc. Most firms receive refunds of various expenditures 
such as taxation, freight, wages, etc., and in order to verify the amounts it is 
necessary to refer to relevant documents such as the credit docket from the 
Taxation Department, letter or other evidence from the shipping company 
or railways, etc. 

Cash Sales. Most trading firms have cash sales to some degree and the 
custom is, where the volume of transactions is relatively small, to check this 
completely, but where it is very big, to make an adequate test-check. The 
adit routine generally calls for the vouching of daily totals of receipts in 
the general cash book from the docket summaries, and check or test-check of 
duplicate sales dockets to the daily summaries, and, of course, checking the 
additions of these summaries. 


(c) Cash Payments 


Basically, this consists of vouching the different payments made, a task 
which calls for considerable skill and care. Vouching actually means the 
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inspection of all documentary evidence supporting transactions. The auditor 
must be satisfied beyond all reasonable doubt that, from the documentary 
evidence produced, the payment is bona fide and correctly entered in the 
books. 

When vouching, the following points must be particularly watched: 


1. Authority for the payment. On most occasions an authorisation by a 
responsible officer is adequate, but frequently it will be found that it is 
necessary to refer to the minute book due to conditions prescribed in 
the Articles of Association. 

The receipt for the money must be accompanied by appropriate support- 
ing evidence. 

The date of the receipt should approximate the date the cheque was 
drawn. 

The receipt must be in favour of the client. 

Words and figures on the receipt should be identical, and the amount 
should correspond with the cash book. 

The receipt should be on the payee’s official form, duly signed and duty 
stamped. 

The evidence produced should indicate the nature and circumstances of 
the transaction. This especially is the most important feature of vouch- 
ing, because it is not merely sufficient to see that a certain amount has 
been paid. It is much more important to ascertain that the amount so 
paid has been correctly entered in the books, and this can only be 
determined by considering the nature of the transaction. 


As with cash receipts, there are many forms of cash payments which call 
for special vouching, and it would be impossible for me to survey these at 
any length in the time available. 

However, I will give you an instance of the mental approach to veri- 
fication of a transaction such as a purchase of freehold property which will 
give you a good indication of the procedure. In this case the auditor should 
inspect the contract of sale, to establish the cost of the property, the receipt 
from the vendor to establish that the amount has been paid, and lastly the 
title deeds, to ensure that the client has received what he paid for. 

Another form of cash payment which presents some difficulties for vouch- 
ing purposes is the matter of wages. A tight internal check system is an 
essential preliminary, and subsequent auditing procedure would consist of the 
following : 

Checking additions of wages sheets. 

Comparison of the total of wages sheet with the cash book entry. 
Test-checking time records. 

Occasionally test-checking extensions. 

In a small business it may be practicable to verify signatures, but, 
generally speaking, in a large concern this is practically useless. 

6. A further check consists of occasionally paying the wages personally. 


In auditing practice, when a particular part of the routine has been carried 
out, it is necessary to go back through the entries which have been subjected 
to audit, to see that they are all accounted for. This is, for instance, necessary 
to ensure that vouchers have been sighted for all payments made. If not, a 
list should be prepared, a copy kept, and steps taken to see that the client 
secures them. It is essential to secure all vouchers, and, if necessary, recourse 
made to endorsed cheques, plus other evidence, where a receipt cannot be 
obtained. A 

The use of an endorsed cheque as a voucher may be quite satisfactory "! 
the endorsed cheque is accompanied by suitable supporting evidence and 
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preferably carries on the back of the cheque a receipt form which gives an 
acquittance for the particular payment made. There are, however, several 
features to be noted. The question that arises where a firm states that a 
particular form of receipt is its only recognised form of receipt may, from a 
theoretical point of view, place the auditor in a difficult position, but from a 
practical point of view it would be very difficult for the firm which had signed 
the receipt on the cheque to refute the fact that it had, in fact, received 
payment. Then there is the fact that a cheque bearing a receipt form is not 
legally a cheque and the bank takes no responsibility for the correctness of 
endorsement. On the contrary, it requires an indemnity relieving it from 
any obligation. The importance of satisfactory supporting evidence will be 
quite clear, as the cheque itself will not indicate the nature and circumstances 
of the transaction and the purpose of vouching is not merely to see that a 
person received a certain amount of money, but to see that the cheque as 
entered in the books correctly records the transaction for accounting purposes. 
It is also desirable that once this system is used the firm should adopt the 
practice of issuing a remittance advice to the payee indicating the conditions 
on which the cheque is forwarded. There are advantages to the use of 
endorsed cheques especially with insurance companies and primary producers’ 
companies where it is difficult to get receipts from the payee, but the mere 
endorsement of the cheque has a definite disability in that it does not establish 
an acquittance for the particular payment. 

Another feature of the audit of cash payments is the comparison of cheque 
butts with cash book entries. There is some argument as to the necessity for 
this, but it is wise advice that wherever there is doubt as to the necessity for 
doing something for audit purposes, it is most desirable to do it for the sake 
of caution. A cheque butt is generally the original source of entry for the 
payments cash book. Frequently this is the only document which indicates 
the nature of the payment, and the consequent dissection. The auditor would 
look exceedingly foolish in court if it were shown, as happened on one 
occasion, that the cash book and cheque butt differed. It is, of course, 
important that the cheque butt be initialled in each case as it also represents 
an authorisation of the particular payment. In carrying out this work any 
cancelled cheques should be retained for inspection and destruction by the 
auditor. 

Apart from the general checking of additions, the other main feature in 
the cash book audit is the counting of cash in hand. For this purpose a 
number of rules should be carefully followed: 


The cashier should be present while the cash is counted. 

All cash balances Should be counted at the one time. 

The cashier should sign an acknowledgment of the amount and com- 
position of the cash on hand. 

The audit should be done to the date the cash is counted, and naturally 
the balance in hand should agree with the books at that point. 

If there are any cheques contained in the cash produced, it should be 
seen that receipts have been written for them and that such receipts are 
entered in the cash book up to the date the cash is counted. 

If there are any I.0.U.’s, these should be verified. 

If any other negotiable instruments are included as part of the cash 
balance, care should be taken to see that they have not been abstracted 
from another source to clear up cash deficiencies. 


In reaching a conclusion on this subject, it is necessary to refer briefly to 
some of the legal decisions affecting the matter. 

One of these is the London Oil Storage Company case, where the auditors 
accepted the balance of cash on hand shown in the petty cash book as correct. 
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When the cash was counted after some years it was found to be short by over 
£700. The judgment emphasised that the auditor must take reasonable steps 
by checking that the cash was in hand. 

The Republic of Bolivia Syndicate produced the judgment that an auditor 
may be held liable for failure to detect ultra vires payments; the liability can 
be enforced only where there was a manifest breach of the Memorandum. 

The Wallerawang Collieries case made reference to the necessity of 
examining the directors’ minute book for verification of payments made, 
Although the court did not seem to regard this as essential, the very fact that 
this case became public knowledge makes it essential for the auditor to be 
very careful, in my opinion, to inspect the minute book where payments are 
authorised from that source. 

There are a number of other cases referring to frauds involving cash, but 
the pitfalls to which they refer will be avoided provided the foregoing routine 
is carried out conscientiously and skilfully. 

Lastly I must refer again to the fact that the main objective in an audit is 
the verification of the balance sheet, and, in auditing, when we speak of 
verification we mean not merely the proof that the asset exists, but also the 
complementary task of seeing that it is valued according to accepted account- 
ing principles. This is not difficult so far as cash is concerned because it 
constitutes its own basis of valuation. 

As I mentioned at the outset, this subject is so wide that it is impossible 
in the limited time to encompass all the points that can be mentioned. It is 
for this reason that I concentrated on various special aspects which have not 
been generally well appreciated by examination candidates. 





The Institute of Fire Loss Assessors 


By advertisement in this issue, the Institute of Fire Loss Assessors of 
Australia (Incorporated) advises that it is now prepared to receive appli- 
cations from students desirous of becoming qualified as fire loss assessors. 

The President of this Institute, Mr. F. G. Pumfrey, chartered accountant 
(Aust.), of Brisbane, invites readers to consider the advantages of such 
qualifications. 

It is important for an accountant to have a knowledge of the various classes 
of insurance contracts and the law relating thereto so that he may be able to 
determine the type best suited to provide the necessary cover in any particular 
case. A knowledge of procedure and law relating to claims is valuable 
whenever losses occur. 
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